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ADVANCE LETTER ON 

GENERAL BUSINESS CONDITIONS 

December /, I $20 



IN November our index of speculation, curve A, rose 
slightly. This change was due entirely to a great 
increase in the volume of trading on the New York 
Stock Exchange, for security prices suffered severe de- 
clines and New York clearings showed the normal sea- 
sonal decrease. Curve C, rates on commercial paper 
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that "the outlook for the next three to six months is the 
inauguration of price recessions among basic commodi- 
ties heretofore unaffected, the extension of price revi- 
sions to retail markets, an increase in the number of 
business failures, easier money as the result of the re- 
lease of credit by liquidation in commodity markets, 
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INDEX CHART. Group A — Speculation. Group B — Business. Group C — Banking. 

(The items locating curves A, B, and C all refer to complete calendar months and the points are plotted in the middle of the spaces allotted to the months.) 



Explanation: Each of the three curves on the Index Chart is obtained by- 
averaging a group of statistical series, each group being composed of series 
homogeneous in character; i.e., when corrected for the seasonal influence 
and normal growth, the series of each group move in the same direction (up- 
ward or downward) at the same time. The series were all expressed in com- 
parable units before averages were taken. 

Our interpretation of the fluctuations of the three curves of the current 
index chart is based upon the relationship which was discovered among simi- 
lar curves for the period 1903- 14. All three curves had wave movements, but 
the upward swings and the crests of the waves were not reached simultane- 
ously. The major movements of speculation preceded those of business by 
4 to 10 months, and the movements of business preceded those of banking by 
2 to 8 months. The sequence of movements holding for upward swings and 
crests also held for downward swings and troughs. 

The relationship between the curves which held for the pre-war period 
appears to have reestablished itself in 1919 so that the movements of the 
curves constitute a basis for forecasting. Our forecasts, however, are not 
based jolely upon the index of general business conditions, but they allow for 
the differences in underlying conditions as revealed by economic analysis. 

The rise of curve A, representing speculation, between February and 

corrected for seasonal variation, also rose slightly, thus 
halting for a second month the decline in this curve 
which began last July. In view of these facts it seems 
probable that the rise of the index of speculation is to be 
interpreted as a continuation of the sidewise movement 
which has been going on since early last summer, rather 
than as the beginning of a new upward swing. We can 
hardly expect a sustained revival in speculative markets 
until the uncertainties of the credit situation have 
been cleared up. 

The banking situation in the South and West indi- 
cates that further liquidation in those sections is called 
for. We find no reason in recent developments, however, 
to change the forecast of October 15 that we "have 
passed the time in the business cycle when a financial 
panic would have occurred, if we were to have one " and 



October 1919 forecasted the rise of curve B, representing business, which took 
place between April 1919 and March 1920. Low interest rates, curve C, 
facilitated expansion of both speculation and business until the federal re- 
serve banks, in November 1919, inaugurated their policy of increasing 
rediscount rates. 

The persistent decline of curve A and the equally persistent rise of curve 
C, both movements beginning in November 1919, forecasted that a decline of 
business activity and commodity prices, curve B, would be inaugurated in 
the spring of 1920. In fact business unsettlement was noticeable in April 
and it has increased since that month while various indices of commodity 
prices have receded since May. The existence of the federal reserve system 
and the action of the banks in increasing rates and restricting credit made 
it appear very unlikely that the business readjustment indicated by the 
index chart would be accompanied by a financial panic. At this writing, 
we have passed the time in the business cycle when a financial panic would 
have occurred , if we were to have one. 

Finally, the decline of curve C and the horizontal movement of curve A, both 
beginning in July igzo, indicate that the recession of business, curve B, now in 
progress mil end by April 1921. The immediate prospect for the winter of 1920- 
21 is unsettled business, an easier money market, and increasing security prices. 

and an increase of security prices." Further, recent 
movements of the curves of our Index Chart support the 
forecast that "the recession of business, curve B, now in 
progress will terminate by April 192 1." 

Whether or not the low point of security prices was 
passed in November, the fundamental situation, as 
revealed by our Index Chart, indicates that the pur- 
chase rather than the sale of securities is advisable. 

Speculation 

The volume of sales on the New York Stock Exchange 
last month was 23,540,000 shares, an increase of 65 per 
cent over the October figure. This increase appears all 
the more impressive when compared with the usual 
movement for this month for the fifteen years 1903-17; 
during that period the volume of sales in November 
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averaged about 20 per cent less than the volume in 
October. Compared with the sales in October a year 
ago, the high record, the figure for last month shows a 
decrease of 37 per cent. 

New York bank clearings decreased from 20,660 
million dollars in October to 19,440 millions in Novem- 
ber, or 6 per cent, about the normal decline. The great 
increase in Stock Exchange trading would have resulted 
in a much larger volume of clearings, had there not been 
a sharp drop in both security and commodity prices. 

Between November 1 and November 19 the average 
price of twenty industrial stocks fell from $85.48 to 
$73.12, the average price of twenty railroad stocks fell 
from $83.31 to $75.97, and the average price of 40 bonds 
fell about two points. During the last third of the 
month stocks have recovered 2 or 3 points on the aver- 
age, and bond prices have improved slightly. 

Lower rates for call and time money and a halt in the 
liquidation of stocks have recently exerted a favorable 
influence on the bond market, and investment bankers 
report an encouraging revival of interest on the part of 
buyers. The fall in call rates has made United States 
treasury certificates a more attractive investment for 
the surplus funds which many of the smaller banks have 
had out on Stock Exchange loans ; and the prospect of 
lower operating expenses for the public utility corpora- 
tions, as the prices of raw materials fall and the 
demands of labor lessen, is expected to improve the 
position of their bonds also. The outlook for bond 
prices is therefore encouraging. 

Banking 

Actual rates on commercial paper declined slightly 
during the second half of the month, but not quite as 
much as would be expected under normal conditions at 
this time of the year. The prevailing rate is still 8 per 
cent. The heavy liquidation in securities and the re- 
lease of funds from crop-moving requirements led to 
larger offerings in the call and time loan markets, trans- 
actions as low as 4J per cent for the former and 7I per 
cent for the latter being recorded. 

The condition of the combined federal reserve banks 
has shown steady improvement during November. 
Total bills on hand decreased from 3127 millions on 
November 5 to 2983 millions on November 26; net de- 
posits from 1695 millions to 1624 millions; and federal 
reserve notes from 3354 millions to 3326 millions; while 
the ratio of reserves to liabilities rose from 43.0 per cent 
to 44.4 per cent. This development is certainly gratify- 
ing in view of the great strain to which our banking 
?nachinery has recently been subjected, but it should 
not be interpreted as presaging an early reduction of 
rediscount rates. The situation still requires careful 
handling, and we should not expect the reserve banks 
to be the first to offer lower rates to borrowers. Redis- 
count rates should normally be above rather than below 
open market rates for the same classes of paper. 

In our last Advance Letter we called attention to the 
borrowing operations between the various reserve 
banks, and concluded from recent improvement in the 
"adjusted reserve ratios" that the peak of the money 



strain in the South and West had been passed. This 
does not mean, however, that banking conditions in 
these sections are no longer a matter of serious concern. 
The reserve banks in agricultural sections are still heavy 
borrowers; and, although much missionary work has 
been done among country bankers, they are still loath 
to press their customers for payment, while the latter 
are so determined to hold their crops for higher prices 
that they have, in some instances, forced their bankers 
to the wall by refusing to liquidate their holdings. All 
this means that there must be a further period of read- 
justment before the credit stringency in these sections 
will be relieved. 

Business 

The data for curve B are not available at this time. 
From present indications, however, it seems probable 
that the decline of this index will not be as violent in 
November as it was in October. 

Further recessions in the prices of many basic com- 
modities were recorded in November. These were due 
in part to domestic developments and in part to condi- 
tions in certain foreign markets. Although the farmers 
are known to be still holding back a large part of their 
crops, they are reported to be selling in greater volume 
of late. Probably speculative interests have partly dis- 
counted the further liquidation which is expected to 
develop as the western bankers seek to strengthen their 
condition. In some cases the attitude of foreign buyers 
has also had an unfavorable effect. Cancellation of 
orders by South American customers, continued de- 
pression in the English cotton industry and disappoint- 
ing weakness in the buying power of various countries 
have all helped to give a pessimistic tone to our markets. 

The deadlock in industry arising from the delay of 
readjustment in retail markets, to which we referred in 
our last Advance Letter, is somewhat relieved, but it is 
still the subject of complaint in many quarters. In lines 
particularly affected by the late season and not buoyed 
up by the probability of considerable holiday trade, 
marked price concessions have been made by some 
dealers, with encouraging results in the way of increased 
sales. This development seems to have made least 
progress in the country districts where the bankers, as is 
well known, carry many loans of an essentially invest- 
ment character which make them practically partners 
in the business of the retailers. In the larger centers the 
banks, besides being less involved in this way, have 
been influenced by the arguments of other clients whose 
business was adversely affected by the situation in the 
retail trade. 

European industry and trade appear to be passing 
through the same phase of the business cycle as we are 
experiencing. There is the same decline of commodity 
prices, accumulation of unemployment, and much the 
same deadlock in retail markets. Although there is little 
credit contraction, the banks are taking a firmer atti- 
tude toward applicants for further advances. The re- 
sult is much complaint about the difficulty of obtaining 
loans and considerable liquidation in both security and 
commodity markets. 
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